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This memorandum transmits the subject final report. 1In
summary, the Office of the Inspector General (0OIG) believes
the Office of the Comptroller of the Currency (OCC) needs to
better prepare for the impending reform of the financial
services industry. Although national banks have long had’
the authority to engage in insurance activities, new
legislation passed in November 1999 is expected to
significantly increase the volume of those activities. As
they grow their insurance businesses, national banks will
encounter a strikingly different business environment and
offer new and unfamiliar products and services that could
present risks to bank safety and soundness as well as
customers’ rights.

The OIG believes the OCC needs to better define its
supervisory role to address the expected increase in
national bank insurance activities. State regulation
focuses mainly on insurer solvency and market conduct. As
such, states may not adequately address the operating risks
bank management will encounter as they expand and grow their
insurance business. Also, not all states may have the
resources or willingness to supervise the expanding bank
insurance activity. Accordingly, the OIG believes OCC needs
to determine the degree of reliance it can place on state
supervision in the future and begin to address the issues in
its organizational structure, supervisory strategy and
examination process. :
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Pl ease note that we nodified slightly our recommendation 1-1
in response to your staff’s concerns with the recomendati on
as presented in our draft report. Also, note that OCC did
not concur with several findings and recomrendati ons
contained in the report. Follow ng our standard procedures,
the findings and recommendations will be recorded into the
Treasury Departnment’s Inventory Tracking and C osure system
(I'TC noting your disagreenent. Treasury Directive (TD) 40-
01 requires your office to submt a witten reply to the
Deputy Secretary within 30 days after the report is issued

t hat expl ains the reasons for your |ack of agreenment. TD
40-01 also requires your office to simultaneously submt a
copy of your reply tothe OG OWMB Crcular A-50 and TD 40-
03 requires resolution of your disagreenment within six
nmont hs of report issuance.

We appreciate the courtesies and cooperation provided to our
staff during the audit. If you wish to discuss this report,
you may contact nme at (202) 927-5400 or a nenber of your
staff may contact Benny W Lee, Director, at (415) 977-8810
in San Francisco, California.

At t achment

cc: Laura L. MAuliffe, Director, Managenent | nprovenent
Comptrol l er of the Currency
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EXECUTIVE DIGEST

Results In Brief
The business of banking is evolving to include selling insurance
which traditionally has not been a banking activity. Although
national banks have long had authority to engage in insurance
activity, only a few have taken full advantage of this authority.
Instead, most offer insurance products that are closely related to
their lending activities. However, national bank insurance
activities are expected to grow rapidly with the impending reform
of the financial services industry. The recently enacted Gramm-
Leach-Bliley Act of 1999" will remove many barriers between
banking, insurance and securities and allow banks to expand and
grow their insurance businesses. In doing so, bank management
will encounter a new and different business environment that may
affect bank safety and soundness as well as consumer protection.

Given its supervisory stance and philosophy, it is uncertain
whether OCC is ready to respond to any major stress on the
National Banking System as a result of a rapid expansion into
insurance activities. OCC will need to better prepare for these
impending changes and address the expected increase in national
bank insurance activities. Although the new legislation
establishes the states as the functional regulator over insurance,
reliance on states may not be the prudent course of action when
determining the impact of insurance activities on bank safety and
soundness or compliance with consumer protection regulations.
As insurance activities become increasingly important to bank
viability, OCC will need to determine the reliance it can place on
state supervision, better define its supervisory role over insurance
activities and begin to address those issues in its organizational
structure, supervisory strategies and examination processes.

Objective, Scope and Methodology

The audit objective was to determine if OCC supervision of
national bank insurance activities adequately addressed bank
safety and soundness and protected consumers. OIG performed
its fieldwork between November 1998 and July 1999.

' Pub. L. No. 106-102.
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EXECUTIVE DIGEST

The OIG discussed with OCC personnel in Headquarters and in
the Western District the risks that banks face in expanding their
insurance activities and reviewed OCC supervisory efforts to
address those risks. The OIG also obtained the positions and
perspectives on future bank insurance activities from officials at
the Federal Reserve System, a state insurance regulator and
several bank and insurance trade associations. (See Page 7)

Detailed Results

Bank Insurance Insurance products and services provide banks an attractive low

Activity Growing  cost source of fee income to replace declining income from its
lending activities. About 75 percent of all national banks currently
offer insurance products to their customers. However, most products
are closely related to their traditional role of credit intermediary and
offered through operating subsidiaries. Only a few are engaged in
higher risk activities such as underwriting and reinsurance.
Insurance activity by all banks was predicted to generate over $10
billion in premiums in 1998 and increase at a compound annual rate
of over 30 percent to Year 2002. (See Page 1)

The Gramm-Leach-Bliley Act of 1999 will dismantle decades-old
regulatory barriers separating banking, securities and insurance.
Although it does not grant banks new powers or significantly
increase the scope of national bank insurance products or
services, it is expected to significantly increase the volume of
bank insurance activities in the years to come. The new
legislation is also expected to accelerate convergence between
bankers and insurers. Both OCC and the insurance industry
agree bank insurance business is evolving and expect significant
change in bank business strategies, as well as insurance products
and services. (See Page 3)

Continued Reliance In the past, OCC relied heavily on the states to supervise the

On States May insurance activities of national banks. While OCC remains the

Not Be Prudent administrator of the National Banking System, the new
legislation established the states as the functional regulator of all
insurance activities. However, continued reliance on state
supervision of expanding bank insurance activity may not always
be the prudent course of action for OCC in the future. As
insurance activities expand, bank management will encounter new
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EXECUTIVE DIGEST

OCC Needs to
Refocus Its
Supervisory Role

and different business environments and operating risks that could
affect bank safety and soundness and consumer protection. These
insurance-related risks include measuring, controlling and pricing
accident risks and liabilities, litigating claims and investing
premiums.

States focus mainly on insurer solvency and market conduct and
may not adequately address the expanded insurance activities or
new risks as bank management ventures into new and expanded
insurance products and services. Furthermore, individual state’s
supervisory focus, philosophy and resources vary widely with
respect to insurance. Thus, some states may not be able to
supervise the expanding national bank insurance activities without
additional resources.

Some states may not be willing or able to fund the additional
resources needed to supervise the expanding national bank
insurance activities. Insurance revenues are a major funding
source for states. On average, only 7 cents of every insurance
dollar collected by states is used to regulate the insurance
industry. The remainder goes into the respective states’ general
revenue fund and is used to fund other obligations. (See Page 9)

The OCC needs to recognize the risk that expanded insurance
activities can present to the National Banking System.

Accordingly, OCC will need to address those risks through its
organizational structure, supervisory strategies and processes.

While OCC initiated several efforts to revise its supervision over
bank insurance activities, it continues to view the primary risks
associated with national bank insurance activities as consumer
protection rather than safety and soundness. As such, its
examination of bank insurance activities has often been limited to
general inquiries of management. (See Page 23)

OCC will need to better define its supervisory role and prepare
for the increasing importance of expanded insurance activities to
bank viability. Faced with increased competition and industry
consolidation, banks can no longer rely on loans to drive
earnings. Instead, banks will likely look for fee income from
such non-traditional products as insurance to enhance shareholder
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EXECUTIVE DIGEST

value. In doing so, banks will encounter strikingly different
cultures, business environments and new and unfamiliar products
and services that could impact bank safety and soundness.

(See Page 25)

OCC Believes Prior to the passage of the new legislation, OCC officials stated

Expanded Activities that continued reliance on state regulation was appropriate.

Pose Little Risk OCC officials were committed to enhancing supervisory efforts
and meeting the challenges relating to bank insurance activities
but respected the states’ role as functional regulator.

OCC officials also believed that insurance activities posed little
risk to bank safety and soundness because those activities were
only a small part of a bank’s comprehensive banking activities
and were conducted through state licensed and supervised
subsidiaries. As such, they believed OCC risk-based supervision
fulfilled its mission as administrator of the National Banking
System while honoring the tenets of functional regulation. Under
its supervision-by-risk approach, OCC examiners can assess the
impact of the bank’s insurance activities and work with state
supervisors, if necessary.

The OIG does not disagree that reliance on state regulation may
have served a purpose in the past. However, the degree to which
OCC can continue to rely on state supervision depends largely on
a state’s supervisory philosophy and resources. Such reliance
may be appropriate for some but not necessarily all states. While
the states are the functional regulator of all insurance activities,
the new legislation provides OCC authority to examine insurance
activities should those activities threaten bank safety and
soundness. This concept of selective reliance on state supervision
is not new and is currently used by Federal Deposit Insurance
Corporation (FDIC) to examine state-chartered banks.

The OIG believes non-traditional banking activities, such as
insurance, will become increasingly more important as banks
respond to an increasingly competitive world economy. Thus,
the operating environment and risk could change significantly as
bank management expands into different products and services.
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EXECUTIVE DIGEST

The OIG believes these risks can be reduced but not eliminated if
banks conduct insurance activities through an operating
subsidiary. History has shown that excessive reliance on
individuals or affiliates with delegated authority to rapidly expand
into new and unfamiliar insurance products and services can
jeopardize a parent entity’s reputation, operation and capital
regardless of legal structure.

The OIG does not take issue with OCC that its supervision-by-
risk concept will address national bank insurance activities, given
its supervisory stance and philosophy. However, it is uncertain
whether OCC is ready to effectively respond to any major stress
on the National Banking System as a result of banks’ rapid
expansion into insurance sales activities. The only guidance on
bank insurance sales activities available to OCC examiners could
not be used as an examination tool nor could it be used to report
violations or enforce compliance. As a result, OCC examiners
were viewing insurance sales activities as a compliance issue and
limiting their examination activities to general inquiries of
management. (See Pages 17 and 29)

With the passage of the new legislation, national banks may now
expand and grow their insurance business. To address the risks
related to the expanded insurance business, OCC will need to
begin to identify its workload and develop expertise, strategies
and procedures to address the evolving business environment and
risks relating to expanded insurance activities by national banks.

Recommendations

In this report, the OIG recommends certain actions it believes
will help OCC prepare for the impending reform of the financial
services industry. Specifically, OCC should determine the
reliance it can place on the states’ regulation over national banks’
insurance activities. The OCC should also maintain a universe of
national banks engaged in insurance activities, identify the
attendant risks, develop and expand agency expertise, formulate a
supervisory strategy and promulgate policies and procedures.

OCC concurred with 1 of the 5 OIG recommendations in this
report. It agreed with the need for maintaining a universe of
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EXECUTIVE DIGEST

banks engaged in insurance activities and was taking action to
address the issue surrounding the recommendation.

OCC believed the 4 remaining OIG recommendations were
inconsistent with the functional regulation approach embraced by
the new legislation and were inappropriate in light of the limited
insurance activities permitted for national banks under the new
legislation. It believed Congress specifically directed Federal
bank and thrift regulators to defer to the state insurance
regulators and that the new legislation contained no provision for
Federal supervision of insurance activities or oversight of state
insurance regulators. As such, it stated those recommendations
would not be implemented.

The OIG is not recommending OCC regulate bank insurance
activities or oversee the work of state regulators. Instead, the
OIG is recommending OCC proactively determine when it can or
can not rely on the state regulators’ work. The authority is clearly
provided in the new legislation. To accept state regulators’ work
without determining its reliability would be tantamount to
abdicating OCC’ responsibilities as the primary supervisor over
the National Banking System.

Accordingly, the OIG believes OCC should evaluate state
regulators” work in terms of independence, qualifications, scope
of inquiry as well as sufficiency, relevancy and competency of
the state regulators’ evidence and assertions. OCC needs to
develop the institutional knowledge over the insurance industry
before its personnel can effectively determine if it can or can not
rely on the work of state regulators. If it can not rely on that
work, it will need a supervisory plan and procedures to
effectively examine the functionally regulated insurance entity.

The OIG modified slightly its recommendation 1-1 that OCC
determine the reliance it can place on states regulators in response
to OCC official comments to the draft report. However, OCC
did not concur on the modified recommendation. As such, in
accordance with Treasury Directive 40-01, OCC is to submit a
written reply to the Deputy Secretary within 30 days of report
issuance explaining the reasons for its lack of agreement. (See
Pages 19 and 31).
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INTRODUCTION

Background

The business of banking is evolving beyond just taking deposits
and making loans to include traditionally non-banking products
such as insurance. National banks have long had authority to
engage in insurance activity, but few have taken full advantage of
this authority. While many national banks now offer insurance
products to their customers, most only offer insurance products
closely related to their lending activities. These products have
provided banks a growing and increasingly important source of
income and required little capital.

However, the Gramm-Leach-Bliley Act of 1999 will dismantle
decades-old regulatory barriers separating banking, insurance and
securities services. As a result, the volume of bank insurance
activity, including that of OCC regulated national banks, is
expected to significantly increase. In expanding their insurance
business, national banks may encounter such operating risks as
measuring, controlling and pricing accident risks and liabilities as
well as litigating claims on new products and services offered to
customers.

In the past, national banks often conducted their insurance
activities in an agency capacity thereby minimizing the exposure
to liability and losses. As such, OCC viewed bank insurance
activities as posing greater risk to consumers than to bank safety
and soundness. Accordingly, OCC relied heavily on states to
regulate and supervise insurance companies and their associated
agencies and agents, as well as to protect bank customers. For
those banks venturing into new or expanded insurance activities
permitted under the new legislation, however, the associated risks
could impact bank safety and soundness and affect the degree to
which OCC can rely on state supervision of national bank
insurance activities.

Bank Insurance Activity
Expected To Grow Rapidly

National bank involvement in insurance is not new. In fact, their
authority to engage in insurance activities dates back to 1916.
This authority provides banks broad permission to act as agent
for insurance sales including that of a general insurance agency
soliciting and selling numerous types of insurance products and
services. However, banks have generally limited their insurance
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INTRODUCTION

products and services to those related to their traditional role of a
credit intermediary and offered them through bank operating
subsidiaries. National banks also have had authority to engage in
underwriting or reinsurance activities. However, an OCC survey
disclosed only a few national banks were engaged in those higher
risk activities and generally through an operating subsidiary.

The size of the banks’ insurance activity has been the subject of

speculation fueled, in part, by its recent growth, widely varying

bank strategies and the lack of monitoring by Federal regulators.
Neither OCC nor the Federal Reserve System routinely collected
data on bank insurance activities until recently.

In late 1998, OCC obtained insurance activity information that
showed about 75 percent of national banks (1,950 out of 2,600
surveyed) were reportedly involved in insurance, but only a few
were involved in underwriting or reinsurance. Most were
offering only credit related insurance products. OCC did not
include annuities in its definition of "insurance.”

The national banks reported insurance sales premiums of over $2
billion in 1997, mostly from credit life insurance, mortgage
insurance and other credit-related products. Only 20 national
banks were underwriting insurance and reported $2.7 million in
underwriting premiums. Only 22 were involved in reinsurance
and reported $43.3 million in premiums from reinsurance
assumed from other insurance companies. The banks reported
maximum contractual exposure from private mortgage insurance
reinsured of only $27 million.

The volume of bank insurance activities is expected to
significantly increase in the years to come. Insurance products
and services offer banks an attractive low cost source of fee
income requiring little or no bank capital. Management can keep
costs and risks to a minimum by offering insurance products in
an agency capacity and as an adjunct to traditional banking
products, such as loans and mortgages.

A trade association estimated sales for all bank insurance
products (excluding annuities) generated about $9 billion of
premium revenue in 1997, nearly twice that of the prior year.
Also, a consulting firm predicted bank non-annuity insurance
sales premiums would exceed $10 billion in 1998 and bank
insurance activities would grow at a compound annual rate of
over 30 percent until year 2002.
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INTRODUCTION

Summary information on national bank insurance activities as of
February 1999 is presented in Appendix 2.

New Legislation Will Accelerate
Financial Services Reform And Growth

On November 12, 1999, the President signed into law, the
Gramm-Leach-Bliley Act of 1999 which reforms the nation’s
financial services industry. Under this new legislation, national
banks may continue to sell insurance products and services
without any geographic restrictions. Banks would be prohibited
from acting in a principal capacity for underwriting insurance
unless OCC had approved those activities prior to enactment of
the legislation.

According to OCC, the new legislation also eliminated the
geographical restriction contained in 12 U.S.C. Section 92. This
provision essentially allowed national banks in communities of
5,000 people or less to act as an insurance agent for fire, life or
other insurance company. This change should not materially
affect banks because OCC ruled in 1986 that banks could use
small town branches to sell insurance throughout the country.

Although the new legislation does not significantly increase the
scope of national bank insurance authorities, products or services,
OCC expects the volume of national bank insurance activities to
significantly increase in the years to come. The new legislation
is also expected to accelerate financial industry convergence and
business arrangements between banks and insurers, such as the
merger between Citicorp and Travelers Group in late 1998.

While many banks now sell credit-related insurance products in
an agency and agent capacity, both OCC and the insurance
industry agree, the bank insurance business is evolving and they
expect significant change in bank business strategies as well as
insurance products and services.

Even though the new legislation does not affect OCC’s authority
to regulate national banks as contained in the National Bank Act
of 1864 (12 U.S.C.), it does establish the states as the primary
regulator over bank insurance activities. The new legislation
provides that the primary Federal regulator of a bank engaged in
insurance activity will be determined by its legal structure. If a
national bank conducts insurance activities through an affiliate of

O1G-00-098 OCC SUPERVISION OF BANKS SELLING INSURANCE  Page 3



INTRODUCTION

a holding company, the Federal Reserve Board (FRB) will be the
primary Federal regulator for the affiliate. If a bank conducts
insurance activities through an operating subsidiary, OCC will be
the primary Federal regulator of the subsidiary.

The new legislation also provides that states shall remain the
functional regulator over all bank insurance activities regardless
of its legal structure or primary Federal regulator. It creates 13
“safe harbors™ in which states may regulate bank insurance
activities even if their laws discriminate or significantly interfere
with a bank’s ability to sell insurance. These safe harbors do not
relate to safety and soundness issues but rather to market conduct
such as discrimination, prohibited practices, proper disclosure,
misrepresentation and separation of functions. Aside from the 13
safe harbors, the legislation prohibits states from preventing or
restricting a bank or an affiliate from engaging, directly or
indirectly, in any activity authorized under the legislation,
including insurance activities.

Any state law or action existing before September 3, 1998, that
prevents or significantly interferes with a bank’s ability to
conduct activities authorized under Federal law is preempted by
the legal standards set forth in the Supreme Court’s 1996 decision
in Barnett Bank of Marion County, N.A. v. Nelson.? In that
litigation, OCC challenged state laws that restricted bank
insurance activities. The Supreme Court ruled the state laws
were preempted under the Supremacy Clause in the U.S.
Constitution. This clause stipulates Federal law generally takes
precedence over any conflicting state law.

While the new legislation limits OCC’s supervision of national
bank insurance activities, it does not materially affect its
authority to supervise the safety and soundness of the National
Banking System. Federal regulators are to rely on state
supervision of bank insurance activities, to the extent possible.
However, the new legislation also provides Federal regulators the
authority to examine bank insurance activities if those activities
threaten bank safety and soundness.

To effectively supervise the impact of national bank insurance
activities on the condition of its banks, OCC, as an agency, will
have to evolve as the banking industry grows their insurance
business lines. To do so, OCC will need to address such

2517 U.S. 25 (1996)
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INTRODUCTION

operating risks as measuring, controlling and pricing accident
risks and liabilities, underwriting and reinsurance, investing
premium income and litigating claims.

OCC Relies On State Supervision
Of Bank Insurance Activities

Although OCC is the administrator of the National Bank System,
it has relied heavily on the states, as the primary regulator, to
examine and supervise national bank insurance activities and
protect customer rights. As a result, OCC examiners have
mostly limited their activity to general discussions with
management about their insurance activities.

In 1945, legislation commonly referred to as the McCarran-
Ferguson Act,® was passed providing that states were primarily
responsible for regulating and supervising the insurance business
within their boundaries, including compliance with insurance and
consumer protection laws. Today, every state and the District of
Columbia has an insurance department responsible for regulating
the insurance industry and licensing insurance companies,
associated agencies and agents doing business within their
borders. Each state sets its own licensing and filing requirements
for insurance rates and policies. States can also revoke licenses
for illegal or unethical conduct.

To coordinate regulation of multi-state insurers, state insurance
regulators created the National Association of Insurance
Commissioners (NAIC) in 1871. It is a voluntary organization of
the chief insurance regulatory officials in the 50 states, the
District of Columbia and 4 territories. The NAIC provides its
members a national forum for working cooperatively on
regulatory matters, as well as varied support services. The NAIC
also has an accreditation program to ensure states maintain
minimum standards of conduct.

Generally, the primary function of state insurance regulators is to
ensure insurance companies are capable of meeting their financial
obligations (solvency). States are responsible for licensing
individuals (producers or agents) who provide insurance services
and for regulating insurance rates and policy forms. State
insurance departments also provide consumer assistance and
protect both insurance consumers and companies from fraud.

$15 U.S.C 1011 et seq.
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Most insurance departments have historically performed solvency
monitoring and financial examinations. Each state primarily
focuses on insurance companies that are "domiciled," or legally
residing, in their state. States generally examine insurance
companies once every 3 to 5 years or when potential insolvency
exists. States also monitor insurer financial filings to identify
companies needing special attention.

The monitoring of non-domiciled companies (a foreign insurer if
domiciled in another state or an alien insurer if domiciled outside
of the United States) is generally delegated to the regulator in the
state of domicile. Consequently, each state regulator is heavily
reliant on other state regulators.

State insurance departments in the 50 states and District of
Columbia (DC) reportedly employed over 10,000 employees and
1,700 contract employees as of December 31, 1997. According
to the NAIC, some also used employees from other state
agencies. Their budgets for 1997 totaled $739 million.

OCC Efforts To Prepare For
Financial Services Reform

Recognizing that financial services reform legislation coupled
with the Supreme Court’s 1996 decision in the Barnett litigation
could significantly increase bank interest in insurance activity,
OCC initiated efforts to prepare for the impending changes.

In the past, OCC did not believe information on national bank
insurance activity was necessary because of the low volume of
insurance activities and the absence of any reported significant
problems. Instead, it relied on state systems.

In October 1996, the OCC issued an advisory letter providing
banks guidance on insurance and annuity sales activities. In early
1997, it surveyed 53 national banks that showed many banks
were already offering insurance products and services and
planned to expand and increase their insurance business. OCC
assessed the risks associated with this new and expanding
business and proposed changes to its supervisory processes.

In early 1997, OCC met with state insurance regulators to
establish communications and share information on insurance
supervision. In late 1998, OCC and NAIC completed a model
agreement for sharing customer complaint information. The
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agreement was approved by the NAIC in June 1999 and OCC
hoped to execute agreements with all states by the end of 1999.

In April 1998, the OCC established a centralized customer
complaint system in its ombudsman’s office. This system allows
OCC to collect, process and track complaint information. The
complaints are categorized into activities and products, with each
insurance complaint classified into 1 of 6 product types. The
complaint data is available to OCC examiners upon request
through an internal communications system.

The OCC also drafted policies and examination procedures
specific to supervising bank insurance activities that are to be
included in the Bank Supervision Process Handbook and
Insurance Activities Handbook. The handbooks had not been
issued as of July 29, 1999.

OCC officials acknowledged efforts to address bank insurance
activities were impeded by delays in the passage of financial
reform legislation and the priority given to identifying and
addressing Year 2000 problems. As a result, it continued to rely
heavily on state supervision of national bank insurance activities.

Objective, Scope And Methodology

The audit objective was to determine if OCC supervision over
national bank insurance activities adequately addressed bank
safety and soundness and protected consumers. OIG performed
its fieldwork between November, 1998 and July, 1999.

OIG also reviewed the proposed and final versions of the
financial services reform legislation. OIG discussed with OCC
personnel in headquarters and in the Western District the risks
banks can face in expanding their insurance activities and
reviewed OCC supervisory efforts to address those risks. OIG
also obtained the position and perspective on future bank
insurance activities from officials at the Federal Reserve System,
a state insurance regulator and several bank and insurance trade
associations.

The audit was conducted in accordance with the Government
Auditing Standards issued by the Comptroller General of the
United States and included such tests as were determined
necessary.
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A detailed description of the audit objective, scope and
methodology is presented in Appendix 1.
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AUDIT RESULTS

OCC needs to better prepare for the impending changes in the
financial services industry. Some states may not have the
resources or willingness to supervise the national banks’
expanding and growing insurance business. As such, over
reliance on the states to regulate national bank insurance activities
may not be the most prudent course of action.

OCC will likely need to better define its supervisory role over
national bank insurance activities and prepare the agency for the
expected growth in national bank insurance activities. This
growth may present risks to the National Banking System such as
measuring, controlling and pricing accident risks and liabilities as
well as increased litigation. OCC needs to recognize these risks
can affect bank safety and soundness as well as consumer
protection and that some state supervision may not adequately
address those risks. As such, it needs to begin to address those
risks through its organizational structure, supervisory strategies
and examination processes.

Finding 1l OCC Over-Relying On State Supervision

The degree to which OCC can continue to rely on state
supervision will most likely change when national banks
significantly increase their insurance activities. While this
reliance may have served its purpose in the past, there are signals
that such reliance may not always be in OCC’s best interests.
Wide variations exist between state supervisory resources and
philosophy. States focus on insurer solvency and consumer
protection and have a protracted examination cycle. Also, recent
legal actions may portend a subtle change in the relationship
between OCC and state regulators. Thus, it is unclear whether
state supervision will provide OCC with ready assurance that
increased national bank insurance activities will not affect bank
operations, capital and earnings or the rights of customers.

Not All States May Be Able
To Provide OCC Assurance

OCC reliance on state supervision over national bank insurance
activities assumes the quality and quantity of supervision is fairly
consistent and reliable from state to state. However, wide
variations exist among the states’ focus, philosophy and
resources. These variations call to question whether some states
are able or willing to provide OCC the assurance needed to
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ensure national banks’ expanded insurance activities are
conducted in a safe and sound manner and in a manner that
protects the rights of national bank customers.

State supervision over the insurance industry generally focuses on
the solvency and conduct of the insurer and underwriter, rather
than on agencies and agents. Some states do not perform direct
reviews or examinations of agents. Instead, they rely on
insurance companies to address their agent problems. Therefore,
since most national banks now sell insurance in agency or agent
capacities, state regulators may not place high priority on
examining a national bank’s insurance activities.

Not all states may have the resources to adequately supervise the
expanding bank insurance activities. NAIC reported significant
variations in resources and supervisory efforts between state
insurance departments. *

At December 31, 1997, state insurance departments (including
DC) employed about 11,800 employees, including 1,700 contract
employees. Individual state staffing varied from 27 to 1,314
employees and averaged 232 employees. However, 40 of 51 (78
percent) departments had less than 232 employees. State annual
budgets ranged from $1.2 million to $127.9 million.

As indicated in Chart 1, 43 percent (22) of the state departments
had 100 or fewer employees while another 49 percent (25) had
101 to 552 employees. There were significant differences
between the staffing of those 47 states and the staffing of New
York, California, Florida and Texas. Those 4 states each had
between 1,005 and 1,314 employees.

%1997 Insurance Department Resources Report, NAIC 1999.
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Chart 1
State Insurance Department Staffing
As Of December 31, 1997

Number of States

0-100 101 - 599 600-1,000  Over 1,000

Number of Employees

Source: NAIC
]

As indicated in Chart 2, only a relatively small portion of the
state staffing was involved in financial or regulatory services.
NAIC classified the state and DC insurance department
employees into 10 categories. The financial and regulatory
service category, which included financial examiners, market
conduct examiners, financial analysts/auditors and liquidation
employees, represented only 17 percent (1,761) of the 10,100
state employees, excluding contract employees.
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Chart 2
State Insurance Department Employees
As Of December 31, 1997
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The states also reported significant variances in their insurance
supervisory responsibilities for 1997. The number of licensed
insurers in each state ranged from 856 to 2,550, for a total of
78,583 nationwide. About 86 percent of the licensed insurers
were domiciled outside the states in which they were writing
insurance policies. In all, 49 states (New Mexico and DC did not
report) reported the number of individuals licensed (producers or
agents) to offer insurance services varied from 7,100 to almost
206,000, totaling over 2.5 million nationwide. About a third of
them were licensed to sell insurance in more than one state.
Reported total insurance premiums per state and DC ranged from
$1 billion to $73 billion, and averaged $15 billion.

Given the wide range of insurance activities confronting state
insurance departments, the quality and quantity of supervision
cannot always be consistent. Adjusting for liquidation
employees, less than 17 percent of state insurance department
employees were engaged in solvency monitoring and financial
examination. This, despite state insurance regulators’ primary
function being to ensure the solvency of insurance companies.
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Furthermore, NAIC reported states generally examine insurance
companies only every 3 to 5 years. In contrast, OCC examines
the safety and soundness of a national bank every 12 to 18
months, depending on its size and condition.

The state financial examinations for insurer solvency focus on
accounting methods, procedures and financial reports. The state
market conduct examinations focus on agent licensing issues,
complaints, products, agent sales practices, proper rating, claims
handling and other aspects of insurer operations.

Individual states reportedly initiated from zero to 232 financial
and market conduct examinations in 1997, for a total of 2,759
examinations. However, the top 4 states in terms of staffing
ranked 1st, 3rd, 7th and 8th in the number of exams initiated.
The state with the 9th largest staff (316), supervised almost 1,800
insurance companies, 75,000 licensed producers and over $30
billion in insurance premiums. Yet, it did not initiate or
complete any financial or market conduct examinations in 1997.

The Year 2000 issue illustrates that some states have different
philosophies as to their supervisory responsibilities and may not
aggressively supervise the national banks’ expanded insurance
activities. The General Accounting Office (GAQ) identified the
Year 2000 computer problem as an area where state regulators
should be actively involved because it can affect both the safety
and soundness of financial institutions as well as customer
protection. However, GAO testified before the U.S. Senate
Special Committee on the Year 2000 Technology Problem that
some state insurance departments had a weak regulatory presence
regarding the Year 2000 issue.®> Most state regulators had not
provided insurance companies any formal guidance or their
regulatory expectations regarding Year 2000 readiness. Some
states took the position that it was not their role to supervise
companies, but rather to monitor them. Others noted they did
not have the expertise or resources to provide specific guidance.
Although the NAIC issued its insurance regulatory expectations
for preparing for Year 2000 in September 1998, GAO found
some states had not provided the information to its insurers.
Other states were not even aware of the NAIC guidance.

> Insurance Industry Regulators Are Less Active in Encouraging and Validating Year
2000 Preparedness, GAO Testimony GAO/T-GGD-99-56, March 11, 1999.
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One insurance association official referred to the state insurance
departments as “cash cows” because they generate considerable
revenue for the states. The NAIC reported every state insurance
department generated revenues far in excess of its budget during
1997. The surplus revenues went into the states’ general revenue
fund and were available for other state programs.

There may be some merit to the association official’s comment.
States have historically committed only a small portion of their
insurance revenues to insurance regulation. States reportedly
collected almost $10 billion in total insurance revenues during
1997. Yet, they committed only $739 million of those revenues
to insurance department budgets, leaving over $9 billion for the
states’ general revenue funds. Overall, less than 7.5 cents of
every insurance dollar collected in 1997 was committed to
regulating the insurance industry. Between 1992 and 1996, states
reportedly committed an average of less than 7 cents of every
insurance dollar collected to regulate the insurance industry.

Detailed information on insurance department resources is
presented in Appendix 3.

Complaint Driven Systems Are Not
Always A Good Measure Of Compliance
With Consumer Protection Laws

Most states have comprehensive legislation to protect the
insurance consumer from unfair trade practices. Such legislation
often prohibits insurers from making inappropriate
recommendations or sales, discriminating, misrepresenting and
providing inequitable treatment to policyholders and customers.

While each has a mechanism for responding to and resolving
insurance consumer complaints, states generally expect insurance
companies to police themselves and their agents. Consumers can
file complaints with the insurer, the agent, the state insurance
department, the bank where a policy was purchased or OCC, if it
involves a national bank. Many states require that the customer
be advised at the time of purchase where complaints can be filed
and that complaints be forwarded to the state insurance regulator.

However, complaint driven systems may not always be a reliable
measurement of compliance with consumer protection laws.
Because insurance is such an “uneven playing field,” the
uninitiated consumers may not know a problem exists until they
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file a claim against their policy. In some cases, a claim might
never arise or, if it does, it could be long after the policy or
contract was issued. Sometimes, the claim may have to be filed
by beneficiaries who are not aware of the process or pitfalls.

State consumer complaint systems are also not always user
friendly or easily accessible by regulators to identify consumer
protection issues. For example, the OIG requested one of the
largest state insurance regulators to provide consumer complaint
information and encountered several problems.

First, the state could not easily identify all of the banks licensed
to sell insurance in their state or the types of insurance products
those banks offered. They were able to individually search for
each bank in their license and complaint databases. However,
they could not readily identify the licensed individuals affiliated
with a bank. State officials stated this was because banks were
not identified as registrants in the system. One official estimated
the state had issued about 1,000 licenses to banks or individuals
affiliated with banks.

Second, the state’s system could not provide the number or
nature of the complaints relating to bank insurance sales. State
officials commented they needed the name of the licensee, case
number, officer name or date the case was opened or closed to
provide the information requested.

Finally, the state could not readily provide information on
insurance complaints filed against specific banks. For example,
the OIG requested information on all complaints where the
insurance policies had either been sold or written by a certain
very large bank. The state official found that insurance licenses
were issued to 4 different bank entities whose names had all or
part of the targeted bank's name. The system contained only 3
complaints against 2 of the entities and showed only that the
complaints were deemed unjustified and closed. State officials
commented they would have to review the case files to provide
further information.

Complaint driven systems are not always a good measure if they
are not used. From the inception of its new complaint system in
April 1998 through March 1999, OCC received only 190
complaints about insurance out of over 94,000 complaints. The
primary complaints were service related (151 or 79 percent) and
disclosures (26 or 14 percent). OCC generally f